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1. With this Report, we conclude our review of AT&T's performance during
the first four years of price cap regulation. This review largely confirms our
expectations for price caps: that it represents an improverrent aver rate of
return regulation, canbining lONer rates with effective incentives for
improved efficiency and innovative services. Under price caps, for ex.anple, the
long distance rates paid by AT&T's residential customers fell by 5.3 percent,
despite ovei:all inflation in the Arrerican econany of 16.1 percent. Based on the
record developed through ongoing rronitoring of AT&T and the canrents responding
to the Notice of Inquiry (NJI) that opened this docket, 1 we believe that the
AT&T price cap plan should continue for the basic schedule long distance
services.

2 . The success of the AT&T price cap plan in achieving the goals the
carmission envisioned for it argues persuasively that revisions to any major
COlpOnent are urmecessary. Indeed, such revisions could be counter
productive. 2 Nonetheless, the record suggests that some relatively minor
adjustrrents might enhance the plan's effectiveness. For this reason, we are
adopting a Notice of Proposed Rulemaking to explore whether we should revise
the AT&T price cap rules to make some or all of these adjustrrents.

II. THE AT&T PRICE CAP PlAN

3. The regulatory reform initiative known as the AT&T Price cap Plan has
narv been in effect for alrrost four years. The purpose of this program was to
create incentives for AT&T to provide services rrore efficiently, thus

1 Price Cap Perfo:rnence Review for AT&T, CC D::::lcket No. 92 -134, Notice of
Inquiry, 7 FCC Red 5322 (1992).

2 See, ~, para. 21, infra.
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generating benefits to the carrier, its custarers, and society that might
otheJ:wise be lost under rate of return. regulation. In place of the carplex and
difficult administrative oversight of costs and earnings needed to enforce a
reasonable rate of return., price caps sets direct limits on a carrier's prices.
'!he effect is to replicate the narketplace forces of carpetition. Prices are
held to a reasonable level by the cap, ruch as they are by the rivalry am:mg
ccrrpanies in carpetitive narkets. The carrier gains the oppJrtunity to earn
higher profits, but may do so only by operating m:::>re efficiently or by
developing new services that custarers want, not by raising overall prices.
M::>reover, the carrier has little incentive to misallocate costs arrong
services, because its prices are not based upon cost allocations. Rather, the
carrier is encouraged to apply its resources in the rrost efficient manner, as a
treans of increasing its productivity, and tl'n.ts its profitability.

4 . Another part of the price cap plan is periodic review to assure that it
is functioning as intended. We undertook this review for AT&T as originally
scheduled, during the fourth year of price caps, through the Notice of Inquiry
(roI) that opened this I:b::ket. As ~ discussed there, based on our ongoing
rronitoring of AT&T, price caps appeared to have worked ~ll. Under price caps,
rates have fallen, the plan's incentives appear to have helped ~rate

inproved efficiency and innovation, and regulatory burdens have declined. 3

5. In the roI, ~ presented m:::>nitoring data ~ have collected regarding
AT&T's perforrrance under price caps and requested carrrent on our assessrrent of
that perfonnance. we requested carments on five specific issues, while inviting
cc::rmenters to propose other changes they believe would irrprove the price cap
plan. At the sane tirre, we reerrphasized our belief that "any proposed
m:x:tifications should be designed to enhance the plan's ability to achieve the
original goals.1I4 We also expressly requested that the carrrents include all
relevant information, and that information sutmitted should be as specific and
quantitative as possible, errphasizing that general claims unsupported ~ the
best available hard evidence would likely receive little weight. We
specifically requested AT&T to provide additional information regarding its
eanti.ngs and service quality. 6

III. Information and Caments Filed in Response to the roI

6. Eight parties filed caments, and thirteen filed replies (see Appendix
A) i two studies of the effects of price caps were sutmitted. As part of its
ccmrents, AT&T filed a study prepared by Richard SChmalensee and Jeffrey H.

3 roI 7 FCC Red at 5324.-'

4 NOI, 7 FCC Red at 5326.

5 Id.

6 AT&T filed information in resp::>nse to this request on July 31 and August
14, 1992. Letters from Joel E. Lubin to Donna searcy, secretary, July 31, 1992
and August 14, 1992.
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Rohlfs (S-R Study) 7 which finds that "Price caps have teen a big success in
increasing efficiency and praroting consurrer welfare. ,,8 The study concludes,
as a preliminary estimate, that price caps yielded at least $1. 8 billion in
currn..1lative productivity gains fran 1989 through 1991 in addition to gains in
service quality. r-breover, although AT&T benefitted fran increased profits, the
study finds that the t.enefits fran price caps largely flawed to custarers in
the fonn of lONer rates. TIle study concludes that custarer benefits in lCMJer
prices, apart fran the historical productivity growth of 2.5 percent built into
the plan, were over 10 tires the benefits to AT&T in higher profits; when
historical productivity growth is included, custarer benefits were 20 tires the
benefit to AT&T.

7. The other study, filed by Bell Atlantic and Pacific Bell, was prepared
by William Taylor. The Taylor study concludes that FCC regulations, canbined
with changes in prices, ineares, and population were responsible for interstate
toll reductions and increased demand that have benefitted custaners since the
divestiture of AT&T in 1984, and that interstate carpetition was not
responsible for these benefits.

8. In a related matter, on sept. I, 1992, shortly before the date for
carrrents in this docket, AT&T requested that the carmission waive price cap
regulations for services it classified as "ccmrercial ll within price cap Basket
1. AT&T's petition was opposed in caments filed by CrnpTel, IIXMA, LeI
International, Mel, Pacific Bell, and Sprint. 9

IV. AT&T'S PERFDRMANCE UNDER PRICE CAPS

9. As we discussed in the 001, the rronitoring data we have collected under
price caps indicates that the plan has worked well. Data updated through the
end of 1992 further support this assessrrent, as illustrated in the charts in
the Appendix to this Report. Rates have remained at or below the caps (Chart
]J, and have fallen overall. The results are sumnarized in Chart 2 of the
Appendix, displaying roth the allowable rates, as treasured by the Price cap
Indexes (PCls) , and the actual rates, as treasured by the Actual Price Indexes
(APIs) . For Basket 1 as a whole, rates have declined by 4.4 percent. For
residential custarers, the rate reductions have been even greater, 5.3 percent.
These reductions were achieved during a period when overall inflation in the
econany was 16. 1 percent, as treasured by the GNP Price Index. Thus, in real
terms, at prices adjusted for inflation, residential custaners benefitted fran

7 R. Schmalensee and J. Rohlfs, IIProductivity Gains Resulting Fran
Interstate Price caps For AT&T, II september 3, 1992, filed as an attachtrent to
AT&T's Co'rIrents.

8 Id. at 27.

9 The issues raised by the waiver petition, oppositions and carrrents will
be addressed in the rulemaking proceeding we are initiating today. see
Revisions to Price cap Rules for AT&T, CC D::x::ket No. 93 -197 , Notice of
P1:'qx)sed Rulemaking, FCC 93-197, adopted June 24, 1993.
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a 21 percent reduction in AT&T's long distance rates. Overall COIlSl.ll'rer
benefits, including the effect of the consurrer product dividend and arrounts by
which AT&T priced below caps, totaled a1:x::>ut $1. 8 billion. Appendix, Chart. 3.

10. AT&T also responded to the profit incentives generated by price caps.
During this period, AT&T's earnings have risen sarewhat, rot appear to be
relatively low for the services that currently renain under price caps. AT&T
reports overall interstate earnings of 11. 0, 13.7, 13.4, and 12.77 percent in
the first four years of price caps, 1989, 1990, 1991, and 1992. Appendix, Chart
1. In response to our request in the IDI for additional infonna.tion on
earnings in the residential and small rosiness services in Basket 1 during the
first three years of price caps, AT&T reports returns of 7.0 percent in 1989,
10.0 in 1990, and 7.4 percent in 1991, an average of 8.1 percent.

11. According to the S-R Study, AT&T also did in fact achieve the
productivity growth the price cap plan was intended to encourage. Under price
caps, AT&T reversed an upward trend in real noncapital costs (lal:or,
materials, rents, and services) while thoroughly m:xie:rnizing its network. The
Study estimates that AT&T's CUlTO.llative productivity gains for interstate
se:rvices during the years 1989 to 1991 were at least $1.8 billion greater than
during the pre-price cap years 1986 to 1988, despite slower demand growth
caused by the general econanic recession that began in mid-1990. 10 As noted
al:ove, the Study also concludes that custarers enjoyed 10 tirres the benefits in
lower rates, through actual rate reductions and migration to lCl'.\er cost
services, than AT&T did in increased profits. The Study also suggests that
custarers enjoyed additional benefits in irrproved quality of se:rvice fran
AT&T's conversion of its network fran analO9' to digital. 11 None of the other
c:arments or replies address the S-R Study or its results, and the assurrptions
underlYing the Study and its rrethodology may not have been closely examined.
The Study does, however, appear to confirm other evidence of the benefits of
price cap regulation to date.

12. The Ccmnission's ITOIlitoring data also reflects the irrprovenent of
AT&T's infrast:ructure under price caps, notably in its technolO9'ical
sophistication. 'Ibtal circuit counts increased fran 1. 595 million in 1988 to
an estimated 1.968 million in 1993. AT&T increased its fiber optic cable
mileage by 63 percent, fran 704,731 in 1988 to 1,146,924 in 1991. As originally
reported by AT&T, se:rvice quality as treasured by the Equiprent Blockage and
Failure Index (EB&F) has bee.Tl sarewhat worse than in the period irnrediately
proceeding price cap regulation, rot has irrproved in recent reports. Appendix,
Charts 6 (A) and 6 (C). Ha-Jever, AT&T has infonred the camti.ssion that its
blockage reports have been erroneously high. 12 AT&T's corrected data \\OUld
indicate that se:rvice quality was al:out the same or slightly 'better under
price cap regulation, except for the 2nd half of 1989 (Appendix, Charts 6 (B)

10 S-R Study at 2, 5-15.

11 Id. at 16-17.

12 letter fran P. J. Aduskevicz, AT&T District Manager, Federal Goverment
Affairs to Peyton Wynns, FCC, dated January 26, 1993.

4



and 6 (D) ). we are requesting further information and explanation of these
corrections, and of AT&T's intention to revise the rrethodolcgy for canputing
EB&F index figures, in the NPRM we are issuing today sirrn..l1taneously with this
RepJrt.

13 . AT&T has continued to introduce new price cap services. In addition to
those discussed in the 001, AT&T has recently introduced services such as:
DIRECTory LINK (Tr. 4484), which pennits ccnpletion of a call to the number
provided by directory assistance without the need for a second long distance
call; LDMTS Dial Station Access Cbntrol (Tr. 4553), which permits customers to
control and restrict calling privileges fran their telephones; and 800 Speech
Recognition (Tr. 4841), which provides call routing options to 800 customers.

14. During this period, AT&T's share of the interstate market declined
fran 64.8 percent in its last quarter under rate of retUTI1 regulation to 60.7
percent in 1992. Chart 7.

v. CXM1ENTS ON THE AT&T PRICE CAP PlAN

15. M:>st camenters agree with our assessrrent in the 001 that price cap
regulation appears to have ~rked well, though they differ as to the reasons
why. Aside fran AT&T itself, the crnmenters generally propose changes only in
details of the plan. In this section of the Order, we review rrajor features of
the AT&T price cap plan, as well as the advantages and disadvantages of
possible revisions to those features of the plan.

A. Services SUbject To Price Caps

1. Background

16. Initially, price cap regulation was applied to three baskets of AT&T's
services. Basket 2 included 800 Services, which provide toll- free inbound
calling, generally to businesses. Basket 3 included services used by large
blsinesses, such as private net~rk, private line, and data transmission
services. In our Interexchange Proceeding, 13 we concluded that the level of
crnpetition enjoyed by customers for these services warranted an even sirrpler
regulatory frarrework. Streamlined regulation was adopted for Basket 3 (except
for analog private lines) effective in October 1991. Streamlining of Basket 2
took effect in May, 1993, following the successful deployment of the technology

13 Oompetition in the Interstate Interexchange Marketplace, CC Docket No.
90-132, Report and Order, 6 FCC Red 5880 (1991), (Interexchange Order), recon.,
6 FCC Red 7569 (1991) I (sua Sponte Reconsideration Order), further recon., 7
FCC Red 2677 (1992) (Further Reconsideration Order), pets. for recon. pending;
~ Oompetition in the Interstate Interexchange Marketplace, fv'Ierrorandum Opinion
and Order on Reconsideration, 8 FCC Red 2659 (1993).
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for 800 number portability. 14

17. Basket 1 contains residential and srrall business services, including
the general schedule of interstate and international per call long distance
rates. In 1991, in the Interexchange Proceeding, we can.cluded that the level of
cx:rtpetition in Basket 1 service did not warrant renoving these services fran
price cap regulation. For exanple, AT&T had generally priced Basket 2 and 3
services belCl'N' the PCls, the index establishing rraxinu.nn prices under price
caps, evidence that AT&T was setting prices in response to eatpetition, not
regulation. In contrast, Basket 1 services had generally been kept at the PCL
This indicated that the price cap limits, rather than carpetition, constrained
prices for these services.

2. Basket 1 services Generally

18. In its ccnnents, AT&T contends that the O:mnission should eliminate
price caps entirely and illJ>lerrent full streamlined regulation of all its
services. It argues that all Basket 1 services are subject to vigorous
eatpetition, citing the large number of carriers offering services carpetitive
with AT&T's Basket 1 offerings, and AT&T's declining market share. 15

19. CcxTplete streamlining of Basket 1 may be premature. While other
carriers do carpete with AT&T in all segrrents of Basket 1 services, AT&T still
holds by far the largest market share of these carriers. Since 1989, AT&T has
continued to provide al:::out 60 percent of interstate minutes. The fact that AT&T
has maintained overall Basket 1 prices at or near the price cap rraxirrum also
indicates that it may retain sore ability to control its prices, in contrast to
Basket 2 and 3 prices and ReaclO1t. In addition, the nature and extent of
cx:rtpetition in interstate and international markets may well be affected by
pending major decisions in areas such as local exchange interconnection and
transport rates and rate structures. While AT&T's own S-R Study indicates that
the benefits of price cap regulation to consurrers have been substantial, the
Taylor Study provides evidence that rate reductions in recent years have been a
result of price cap regulation, not sillJ>ly carpetition. For these reasons, it
may be premature to replace price cap regulation for general schedule Basket 1
services, for which the plan~ to be functioning effectively to assure
telephone subscribers reasonable rates while still granting AT&T substantial
flexibility in its operations.

14 CcxTpetition in the Interstate Interexchange M:rrketplace, CC D::>cket No.
90-132, second Report and Order, FCC 93-258 (released May 14, 1993). Number
portability refers to the ability of a custarer to obtain service fran any 800
service vendor, while retaining the sarre 800 number or selecting any available
800+seven digit number. Before May 1, 1993, the local exchange net\\Ork
technoloc.:JY switched 800 calls based upon blocks of 800 numbers to individual
lang distance carriers. Because an 800 number often represents a business
address, this technology provided a carpetitive advantage to AT&T, which had
the largest allocation of 800 numbers. Irrplerrentation .of number portability
rem:JVed this advantage.

15 AT&T Cbmments at 14-26.
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B. Productivity Factor

20. In the AT&T Price Cap Order, we set AT&T's productivity grc:Mth taIget
at 3 percent per year after inflation. This figure was based on data
indicating that productivity grc:Mth in telecannunications had historically been
2 .5 percent greater than the general econany. We then added a 0.5 percent
Cbnstmer Productivity Dividend to assure that AT&T custarers benefited fran
productivity gains expected under the price cap incentives.

21. In weighing the need for change in the productivity factor, a rrajor
consideration is whether the carrier's profits are substantially different fran
its cost of capital, an indication that actual productivity grc:Mth is
substantially different fran the taIget. J-h..Jever, it is also crucial to avoid
changes to the productivity factor that might undercut the incentives price
caps seeks to create. Under price caps, the incentive is based on
profitability. AT&T is rewarded with higher profits if it achieves
productivity grc:Mth above the taIget, and penalized with lower profits if it
falls short. For this incentive to work properly, the productivity factor
should not be changed either to recapture all profits, or to increase
relatively low profits retroactively.

22. AT&T's earnings in Basket 1, according to AT&T's cost allocations and
calculations, have been sarewhat belOW' its overall earnings and those
permitted in prior years under rate of return regulation. Hawever, AT&T's
capital costs have also declined during this period as interest rates fell to
their lawest levels in many years and its share prices have generally
increased. The recession in the national econany was also in Part responsible
for relatively low grc:Mth in long distance traffic during this period, a trend
that is likely to be reversed as the econany enters an expansionary phase of
the business cycle. As the econany recovers, AT&T's productivity and
profitability are likely to increase. As we discussed above, AT&T also chose to
price sore of its Basket 1 services below the cap, notably OCPs such as
ReachOut, which rray have reduced earnings for the Basket. In addition, none of
the carments propose any change in the productivity factor, or provide any
evidence for such a change. In the present case, these considerations support
continuing the present 3 percent productivity factor.

c. service Quality and Network Reliability

23. In the ooI, we discussed the irtp:)rtance of service quality and network
reliability in any review of AT&T's perforrrance under price caps. To rronitor
service quality, we have required AT&T to report its Equiprent Blockage and
Failure (EB&F) twice a year. To rronitor network reliability we have required
AT&T (as well as other carriers) to report all significant network outages
promptly 16 and we investigate all significant network failures. The Oommission
also reviews AT&T's requests for authorization to construct lines under section

16 Arrendment of Part 63 of the Oommission's Rules to Provide for
Notification by Crnm:>n Carriers of service Disruptions, CC D::x::ket No. 91-273, 7
FCC Rod 2010 (1992).

7



214 of the Act.

24 . In the roI we requested ccrnrents on whether we shJuld increase
m::mi.toring of AT&T's network reliability and service quality. In its ccrnrents,
AT&T contends that additional m::mi.toring is not necessary and argues that
"Market forces and AT&T's long-standirig ccmnitrrent to rraintaining the highest
possible service standards ensure that AT&T's network is constantly upgraded to
offer state-of-the-art reliability.1I17 AT&T cites as evidence of its quality
record the fact tl?at on the busiest day of 1991, the AT&T network handled a
record 157.8 million calls, with all but 211 Iftting through on the first try,
a call carpletion ratio of 99.9999 percent. AT&T also asserts that it has
made substantial investrrent to inprove network quality and reliability,
including rrore than $3 billion overall in 1992 and $600 million during 1992 and
1993 on a range of network reliability projects. 'Ihese include programs to
reduce the risk and inpact on custarers of network cable cuts. AT&T also
asserts that any new reWrting requirerrents rlllSt awly to all facilities-based
interexchange carriers. 9

25. The Camrunications Workers of Anerica urge active m::mi.toring of lithe
adequacy of workforces for custarers' demands" and adq;>tian of service quality
standards for all regulated carriers. CWA believes "that price cap regulation
has been a contributing factor to excessive reductions in the workforce and
consequent reduction in the quality of service provided to custarers, II

including AT&T service disruptions such as the 'I'hanas Street p:JWer outage. It
notes that between 1984 and 1991 AT&T cut its workforce by alrcost a third. 20
AT&T replies that CWA's concerns are unfounded, agreeing with a o:mron Carrier
Bureau investigation that found no evidence that the outage was attributable to
price cap regulation. BellSouth contends that CWA's own statistics detronstrate
that rcost of the dc:wnsizing of AT&T's workforce occurred prior to price cap
regulation, and that the pace of dc:Mnsizing has slowed under price caps. It
also argues that price cap regulation provides incentives to match the \\Ork
force to the load, and to provide adequate training. 21

26. Bell Atlantic and Pacific Bell contend in their replies that the
O::mnission should have unifo:rm network reliability and service quality
reporting requirerrents for all carriers, including int~ carriers,
local exchange carriers, and carpetitive access carriers. 22 Bell Atlantic
p:rop:Jses a separate proceeding for this purpose outside of the price cap

17 AT&T C'crcIrents at 55.

18 Id. at 55.

19 Mel states that it is "unaware" of any reason to increase m::mi.toring.
M2I O::::mrents at 8.

20 CWA Oomrnents at 3, 5.

21 BellSouth Reply at 4-5.

22 Bell Atlantic Reply at 8; Pacific Bell Reply at 6.
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review.

27. As we discuss in the carpanion NPRM adopted tcday, AT&T's revlslons to
its EB&F Index data and trethodology warrant additional scrutiny to assure that
the Index se:rves its intended function. 23 TIle record in this 001 does not, in
our view, present persuasive reasons to consider other changes in our
rronitoring or reporting of AT&T's service quality. (WA's proposal for
rronitoring of enployrrent levels would seem to bear only a distant
relationship, if any, to service quality or network reliability. Its citation
of a one-third decline in AT&T ertployees since divestiture, for exanple, bears
no obvious relationship to AT&T's service quality or network reliability during
that period. The camon carrier Bureau's thorough investigation of the Thcmas
Street outage also found no basis for believing that price cap regulation tore
any relationship to the poNer outage there.

28. In addition to price cap service quality rronitoring, the Crnmission has
taken an active role in assuring network reliability by all carriers, including
AT&T. The Crnmission's adcption of new rules last year requiring the reporting
of significant outages by carriers has laid the foundation for systerratic and
carprehensive approaches to resolving outage problems. 24 On June 10, the
Cannission's federal adviso:ry cxmnittee, the Network Reliability Council,
released. a 1,000 page docurrent that analyzes the causes of telephone service
outages and provides recarrrendations as to how outages can be avoided. we
expect AT&T's network - as well as other carriers' networks - will becare even
rrore reliable as the Council's recanrendations are inplerrented. Final1y, the
Bell Atlantic and Pacific Bell proposals are essentially requests that we
irrpose new reporting requirements on the LECs' errerging crnpetitors, an issue
outside the scope of this review of AT&T's perfonrance under price caps.

D. Treatrrent of LEe and Other Access Charges

29. Under the AT&T price cap plan, changes in the access charge rates AT&T
pays to LEes are considered exDCJenous, and thus result in adjustrrents to the
AT&T price cap indexes. These rates have generally been declining and have
helped produce lower AT&T rates. In the AT&T Price cap and Reconsideration
Orders, we considered proposals by lECs that changes in charges by ~ting
access providers (CAPs) and costs of bypass also be treated as excgenous. The
LEes contended that all access costs should be treated alike and that excluding
sore forms of access fran exDCJenous treatrrent creates a bias in favor of
uneconanic bypass. The Crnmission rejected this contention. We considered, for
exanple, that the srrall scale of CAP services and the crnpetition arrong IXCs
would prevent any actual bias, and that limiting exDCJenous treatrrent to LEe
access cost changes created incentives for AT&T to negotiate efficient access

23 Revisions to Price cap Rules for AT&T, CC Ibcket No. 93-197, FCC 93
327 (adcpted June 24, 1993), paras. 114-17. see also, para. 35, infra.

24 section 63.100 of the Crnmission's Rules, 47 CFR section 63.100.
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arrangerrents .25

30. In the carrrents filed in this proceeding, several lECs again urge the
O::mni.ssion to change the AT&T price cap rules to treat LEe and other access
charges similarly and to I'E!ItOVe the bias that the current rules are said to
create. They present several alternative p:rcp:>sals, including a requirerrent
that all CAPs report the same data as LEes for inclusion in the AT&T price cap
calculations (Pacific Bell), that the proportion of AT&T costs represented by
IEC access costs be frozen at sore fixed historical level (SW Bell), or that we
eliminate exogenous treatment of LEe access charges (Arreritech).

31. AT&T urges rejections of these suggestions, contending that the LEes
fail to show, and carmot show, changes in circumstances since the earlier
O::mni.ssion decisions and that they fail to address various rationales for the
O::mni.ssion's decisions. In addition, AT&T asserts that its se:rvices which use
or pennit its custarers to use CAP access are not subject to price caps. It
states that it ootains a SI"la1l arrotmt of dedicated, special access fran CAPs
for Tariff 12 services that have never been subject to price caps and for laIge
b..lsiness services that have been rerroved fran price caps. lmy switched access
purchased by AT&T fran CAPs is said to be de minimis. 26 M2I also contends that
unifonn treatment of LEes' and CAPs' is unnecessary, arguing that the LEes
analysis of AT&T's incentives \\QUId hold t:rue only if AT&T were a cost-plus
rronopoly provider, and thus interested only in holding its prices to the
highest level allowable within the price cap fonrnla. In the face of price
carpetition, according to M2I.I. AT&T's prices v.t:>U1.d be disciplined by the
rrarketplace, not the price cap."O

32. On the present record, we find no basis for changing our existing rule
for cc:rrputing AT&T's exogenous access costs. That rule has been effective in
passing on actual access charge reductions to residential and small business
custarers. 'Ibe only relevant major change in recent circumstances v.t:>U1.d appear
to be our renova.l of alrrost all Basket 2 and 3 se:rvices fran price cap
regulation, a change that further reduces the likelihood that any actual bias
exists. 'Ibe services rerraining under price caps are in Basket 1, and these
services use I.EC switched access alnost exclusively, as AT&T points out. The
lECs provide no evidence that including any de minimis CAP access in Basket 1
exogenous cost changes \\OUld affect AT&T's actual price cap indexes, and thus
its incentives.

33. The o:mnission will be considering allowing interconnection to provide
switched access in the near future. If switched interconnection occurs, the
current rrethod of calculating AT&T's exogenous access costs may create an
actual bias, and any negative effects of this bias on carpetition anong access

25 AT&T Price Cap Order, 4 FCC Red 2873, 3037 (1989), Reconsideration
Order, 6 FCC Red 665, 673 (1991), remanded on other grounds, _ F.2d __ (D.C.
Cir. 1992).

26 AT&T Reply at 19-20.

27 M2I Reply at 7.
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providers and on custarers may outweigh the considerations that suprort the
current rules. we anticipate reexamining this issue in connection with the
develq::m:mt of switched access ccnpetition.

E. Revisions to Price cap Regulations

34 . AT&T asserts that, if price cap regulation continues, the camri.ssion
should streamline that regulation to the fullest extent. Specifically, AT&T
proposes: 1) eliminating its interstate earnings reports; 2) pe:rmitting tariff
changes on 14 days' notice with a presurrption of lawfulness; 3) eliminating
service band price floors; 4) redefining "new" services under price caps; and
5) eliminating what AT&T views as unnecessary regulation of such "new"
services. 28 Pacific Bell also suprorts removing service band floors and
redefining new services, for all price cap carriers. 29 CrnpTel, on the other
hand, contends that the camri.ssion should tighten its existing Basket 1
regulations to limit AT&T's ability to leverage its rrarket p::Mer over Basket 1
services. CorpTel recarmends separate service baskets and tight service bands
within Basket 1 to protect consurrers and ~tition without unduly restricting
AT&T's pricing flexibility. 30 Sprint contends that even if AT&T's figures for
its market shares are correct, they sirrply highlight AT&T's rrarket daninance,
and are in excess of that considered to define a "highly concentrated
market. ,,31 Sprint does not op[X)se eliminating rate of return reporting
requirerrents, but contends that in view of remaining ~titive imbalances and
AT&T's substantial existing regulatory flexibility, no further relaxation of
regulatory oversight is warranted. 32

35. The camri.ssion recently examined the level of carpetition and market
forces for interexchange services in the Interexchange Proceeding, and
concluded that we should continue price cap regulation for the services in
Basket 1 largely unchanged. 33 The record in this inquiry does not indicate that

28 AT&T CoT1rents at 26-37.

29 Pacific Bell Reply at 7-9.

30 CrnpTel Reply at 3-6.

31 Sprint Reply at 3-4, citing the Departrrent of Justice definition under
the Herfindahl-Hirschrran Index of industry concentration.

32 Id. at 4-5.

33 We also considered the "new functionality" definition AT&T proposes for
new services and found it unworkable and unnecessary for the creation of strong
incentives to introduce new services in .Arrendrrents of Part 69 of the
camri.ssion's Rules Relating to the Creation of Access charge Subelerrents for
Open Network Arechitecture Policy and Rules Concerning Rates for D::minant
carriers, CC D::x:ket No. 89-79, CC Dxket No. 87-313, 7 FCC Rcd 5235, 5236
(1992). AT&T suggests that the problems of applying the "new functionality"
test could be resolved by also defining new services with reference to the
"like service" test in Section 202 (a) of the carmunications Act. We continue to
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the narket for Basket 1 services has changed substantially since that
rulemaking was concluded in OCtober 1991. For exarrple, AT&T's overall narket
share has remained at al:x:>ut the sane level. M::>reover, the current regulations
still appear to serve the public interest. Rate of retw:n rep::>rting pennits
rronitoring of prcxiuctivity perforaance. The current tariff filing rules pennit
effective review of filings to evaluate their conforaance with the price cap
rules and the Ccmm.mications Act. The service band floors do not preclude AT&T
fran setting IC1f.1er rates, :but only trigger a requirem:mt for additional support
infonration to derronstrate the rates will not be anti-carpetitive. Overall,
these procedures appear to serve the public interest for Basket 1 services,
and to irrpose rrodest burdens on AT&T. In view of the apparent success of price
cap regulation, we see no need or benefit to changing regulations governing
t:lEee rervic:Es mta:inirg trrl:r p::ire ap;.34

F. Other Revisions to the Price cap Plan

view the change AT&T suggests as urmecessary, and also remain unconvinced that
the "like service" test \\OUl.d prove a w:Jrkable, beneficial replacarent.

34 In the !nterexchange Order, in recognition of the grcMth in effective
carpetition for private line and switched net'WOrk services used typically by
large :businesses, we rroved rrost Basket 3 services fran price caps into
streamlined regulation. We retained price caps for analog private line
services, a shrinking category of services that is being replaced by digital
technology, and is consequently less subject to carpetitive constraints.

ARINC repeats the request it rrade in its petition for reconsideration of the
Interexchange Order, requesting that the Ccrrmi.ssion clarify which rate
elements are considered analog private line services subject to price caps.
ARINC also claims that AT&T had increased sore analog private line rates by as
nuch as 1000 percent in one year, and requests that, to prevent cross
subsidization, the FCC establish service bands of 5 percent or each element in
Basket 3. AT&T opposes these requests, arguing that the services ARINC refers
to, digital private line services connected to analog local channels, are not
part of Basket 3 and are provided by other vendors. It also asserts that
ARINC's calculation of rate increases is misleading, because it concerns only
one rate element. According to AT&T, the tariff revisions increased the price
of the service by between 3 to 5 percent.

The issue raised by ARINC will be resolved in the Interexchange Order
reconsideration proceeding. We note, l'1aNever, that we retained price cap
regulation of analog private lines as a short-term protection for custarers of
these services, services which we expected \\IOUld shrink as custaners migrated
to digital technology. Qrr expectation was that the need for price cap
regulation of these services \\OUl.d end as this transition occurred. 'Ib help
clarify the pace of this transition and the current need for continuing price
cap regulation of Basket 3 analog private lines, we are requesting additional
information and carm=nt in the carpanion NPRM adopted today.
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36. We do relieve that the record in this proceeding, as well as changes in
circumstances, suggest that relatively minor adjustments in four areas of the
AT&T price cap plan may enhance its effectiveness. First, Optional Calling
Plans such as ReachO.1t are currently included in Basket 1 but appear to be
subject to more effective competition than other services in that Basket. If
this is the case, the public interest may be better served by removing these
offerings fran the price cap basket and into streamlined regulation. Second,
AT&T's waiver petition35 seeking rerroval of services used by cannercial
custaners fran Basket 1 is based on evidence that these services are also
subject to effective carpetition, and that custaners WDuld therefore benefit
fran rroving the services to streamlined regulation. HCM'ever, the petition
raises significant issues, including its use of restrictions on the
availability of services to residential and business custaners and the
reasonableness of the separate rates, tenns, and conditions. nrird, the
camri.ssion's recent decision to rerrove all 800 Services except for 800
Directory Assistance fran Basket 2 means that this relatively small service is
subject to the satre price cap rules and fonnulas as the much laxger and. more
varied Basket 1 services. The analO;3' private line services in Basket 3 are also
projected to migrate into more rrodem digital services. These changes in the
carposition of these baskets may indicate that changes in the regulations
applied to the baskets \\OUld be useful. Fourth, AT&T has recently inforned the
camri.ssion staff that its reports on Equiprent Blockage and. Failure (EB&F) ,
used to monitor service quality and netWDrk reliability, have been in error,
and. that AT&T has also begun to change the rrethcxiolO3'¥ used to carpute the EB&F
Indexes. These data corrections and rrethcxiolcgy revisions raise concerns about
whether we should clarify or revise our regulations to assure the usefulness of
these reports. These issues are described in detail, and further carrrent is
requested, in the carpanion Notice of Proposed Rulemaking we are adcpting
today.

VI. CXNQlJSICN

37. Our monitoring of AT&T's performance under price caps and. the record in
this Inquiry leads us to conclude that the price cap plan for AT&T should be
retained. In particular, the current productivity factor and the current
tariff regulations should remain unchanged. A few specific areas where
relatively minor changes in the plan might irrprave its effectiveness will be
the subject of further cament and the subnission of further evidence in the
NPRM we are also adopting today. While we are naN terminating the current
inquiry, we will continue to monitor AT&T and the interexchange marketplace to
assure the continued effectiveness of the price cap regulations governing AT&T.
Based on that monitoring, the evolution of telecamu.mications technology,
operations, market structures, and our assessment of the public interest, the
Ccmnission is prepared to consider the rrerits of future changes in the AT&T
price cap plan either through future 90TPrehensive reviews, such as we have
conducted here, or in more focused examination of specific issues. For the
present, however, we will not set a specific schedule for such review. Rather,
we expect that further review of the AT&T price cap plan will occur as the
operation of the AT&T price cap plan and conditions in the interexchange market

35 see para. 8, ~.
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indicate that such review \\OUld be useful or necessary.

VII. 0RDERIN3 CIAUSES

38. Acconii.n3ly, IT IS ORDERED, that the Inquiry in this docket, CC Docket
Nb. 92-134 IS~.

!/JL~ta
William F. caton
Acting Secretary
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APPENDIX A

Ccmrents were filed by:

Aeronautical Radio (ARINC)
American Telephone and Telegraph eatpany (AT&T)
'!he Ccmnunications Workers of Atrerica (CWA)
'!he Interexchange Resellers Association and the Telecamtunications Marketing
Association (IRA/1MA)
Mel Ccmnunications, Inc. (Mel)
Southwestern Bell Telephone CaTpany (SW Bell)
U. S. Sprint (Sprint)
'!he United States Telephone Association (USI'A)
US WFSl' Ccmnunications, Inc. (US West)

Replies were filed by:

The Atreritech q;Jerating Co'rpanies (Atreritech)
AT&T
'!he Bell Atlantic Telephone Co'rpanies (Bell Atlantic)
BellSouth Corporation (BellSouth)
'!he carpetitive Telecarmunications Association (Ccr!pTel)
'!he Independent Data camunications Manufacturers Association, Inc. (lIX:MA)
Mel
Pacific Bell and Nevada Bell (Pacific Bell)
Sprint
SW Bell
USTA
US West
WilTel, Inc. (WilTel)

AT&T's Petition for Waiver of Price cap Regulations for New Camercial wOO
Distance Se:rvice Classification

g:positions were filed Qy:

CrnpTel
Mel

Ccmrents were filed Qy:

lIX:MA
LiTel Telecarmunications Corporation (LCI)
Pacific Bell
Sprint
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Appendix B



Chart 1

AT&T's Price Cap Indexes

(June 30, 1989 - June 30, 1993)

June 30, July 1, July 1, July 1, June 30,
Index bv Basket and Band * 1989 1990 1991 1992 1993

Basket 1
Price Cap Index 96.6 94.3 94.1 94.4 94.7
Actual Price Index 98.4 94.3 93.6 94.3 94.1
Residential Index 98.8 94.5 94.1 94.5 93.6
Service Band Indexes:

Day 95.7 91.8 89.2 91.9 90.3
Evening 99.5 91.4 90.9 89.8 86.9
Night I Weekend 99.6 99.9 102.2 102.2 99.7
International 99.2 94.6 94.5 94.7 95.9
Operator and Card 98.6 98.7 96.4 99.5 104.7
Reach Out America 97.1 88.5 88.4 86.9 83.3

Basket 2 **
Price Cap Index 96.8 94.0 93.8 94.1 94.1
Actual Price Index 97.3 92.8 93.4 92.5 91.4
Service Band Indexes:

AT&T 800 98.4 94.7 95.3 92.1 96.9
Directory 800 -- -- 100.0 103.6 106.4
MEGACOM 800 92.3 85.3 85.8 85.2 83.3
Other 800 100.0 90.0 89.0 89.0 89.0
READYLINE 800 96.5 90.2 91.1 93.4 91.0

Former Basket 3 ***
Price Cap Index 98.3 96.7 97.3 -- --
Actual Price Index 96.9 93.1 95.9 -- --
Service Band Indices:

AT&TWATS 94.8 94.7 99.0 -- --
MEGACOM 92.8 88.6 90.4 -- --
Other Switched 100.2 99.0 97.1 -- --
Other Private Une 99.2 76.1 78.3 -- --
PRO WATS 96.1 91.1 92.8 -- --
SON 81.9 76.8 77.8 -- --
Voice Grade Private Une 101.2 98.1 102.8 -- --

Restructured Basket 3 ***
Price Cap Index -- -- -- 102.8 105.3
Actual Price Index -- -- -- 97.9 101.2

* Indexes on December 31, 1988 equal 100. Indexes on June 30, 1989 are those that
immediately preceded price caps, which began July 1, 1989. Indexes in this chart for
years 1990, 1991, and 1992 do not include promotional offerings.

** On May 21 1993, Basket 2 was restructured to remove all services except Directory 800.
Indexes were reset as a result. For purposes of comparability, the Basket 2 indexes in
this chart for June 30, 1993 are those immediately preceding the restructure.

*** In November 1991, Basket 3 was restructured to remove all services except private line
analog and indexes were reset to August 1, 1991 equals 100.O.

Source: FCC, Common Carrier Bureau, Tariff Division.



Chart 2

4-Year Change in AT&T's Prices
Compared to GNP Price Index

(June 30, 1989 - June 30,1993)

Percent Change
20.0'IfJ r------------------------------,

GNP Price
Index *

16.1 %

Residential
(-5.3%)

Basket 1
-4.4%)

5.0'IfJ t-----------------------

0.0'IfJ

15.0'IfJ f-----------------------

10.0'IfJ f-----------------------

-5.0% 1---------

Basket 2
(-6.1%)-lO.O'IfJ L.....- ---=. -=--- ~

* This figure compares the first quarters of 1989 and 1993 and thus lags the basket figures
by 3 months. More recent data for the GNP Price Index are not yet available.

Sources: AT&T prices are the Actual Price Indexes and the Residential Index from Chart 1.
The GNP Price Index is from the Bureau of Economic Analysis, Department of Commerce,
Survey of Current Business.



Chart 3

Consumer Benefits from
Below- Cap Pricing and Consumer Dividends

(Dollars in Millions)

Price Cap Year
Row Item 1st 2nd 3rd 4th Total **

1. Amount by which AT&T
has exceeded
regulatory requirements
by pricing below the cap $337 $196 $134 $224 $891

2. Consumer
Productivity Dividend $86 $169 $265 $369 $889

3. TOTAL CONSUMER BENEFIT * $423 $365 $399 $593 $1,780

* Equals Row 1 plus Row 2.
** Equals the sum of the years.

Notes:
1) Earlier versions of this table reflect consumer benefits at a single point during the year.

This table has been revised to reflect quarterly data for the price cap indexes and the
actual price indexes.

2) For purposes of comparability, Basket 3 benefits incude Basket 3 services, through
the fourth price cap year, based on data at the time of the Basket 3 restructure.

3) Promotional offerings are included under price caps beginning in the first quarter 1993
and thus are included in consumer benefits afterwards.

4) Price Cap Years are as follows:
1st Price Cap Year is July 1,1989 through June 30,1990.
2rd Price Cap Year is July 1,1990 through June 30,1991.
3th Price Cap Year is July 1, 1991 through June 30, 1992.
4th Price Cap Year is July 1,1992 through June 30,1993.

Source: FCC, Common Carrier Bureau, Tariff Division.



Chart 4

AT&T's Interstate Rate of Return

(Dollars In Thousands)

Row Item 1989 1990 1991 1992

1 Total Revenues $25,945,517 $25,204,356 $25,672,542 $26,587,150

2 Total Expense & Taxes $24,719,988 $23,666,092 $24,177,121 $24,988,303

3 Net Earnings $1,225,529 $1,538,264 $1,495,420 $1,598,846

4 Rate Base (Average Net Investment) $11,145,915 $11,207,433 $11,151,312 $12,520,508

\\5 ••. <)Ram of Retutn.· (Percent) 11J)0% 13.73% 13.41% . 12.77%

Notes:
Row 3: Row 1 minus Row 2.
Row 5: Row 3 divided by Row 4.

Source: FCC, Common Carrier Bureau, AT&rs Interstate Rate of Return Reports.



Chart 5

AT&T's Circuit Counts

(Thousands)
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o
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* Estimate.

Note: Includes message plus private circuits.

Source: FCC, Common Carrier Bureau. Domestic Facilities Division.



Chart 6 (A)

AT&T's
Equipment Blockage and Failure Index

(AT&T Only, as Originally Reported)

Index, 1st Half 1989 = 100
200 ,...-------------------------------,
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Note: For equal access offices.

Source: AT&T.



Chart 6 (B)

AT&T's
Equipment Blockage and Failure Index

(AT&T Only, as Revised)

Index, 1st Half 1989 = 100
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Note: For equal access offices.

Source: AT&T.



Chart 6 (C)

AT&T's
Equipment Blockage and Failure Index

(All Factors, as Originally Reported)

Index, 1st Half 1989 = 100
200 ,----------------------------------,
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Chart 6 (0)

AT&T's
Equipment Blockage and Failure Index

(All Factors, as Revised)

Index, 1st Half 1989 = 100
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Note: For equal access offices.

Source: AT&T.


